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INTRODUCTION

1. Earnings per share data are used in evaluating the past
operating performance of a business, in forming an opinion as
to its potential and in making investment decisions. They are
commonly presented in prospectuses, proxy material and reports to stockholders. They are used in the compilation of
business earnings data for the press, statistical services and
other publications. When presented with formal financial statements, they assist the investor in weighing the significance of a
corporation's current net income and of changes in its net
income from period to period in relation to the shares he holds
or may acquire.
2. In view of the widespread use of earnings per share data,
it is important that such data be computed on a consistent
basis and presented in the most meaningful manner. The Board
and its predecessor committee have previously expressed their
views on general standards designed to achieve these objectives, most recently in Part II of APB Opinion No. 9, Reporting
the Results of Operations.
3. In this Opinion the Board expresses its views on some of
the more specific aspects of the subject, including the guidelines that should be applied uniformly in the computation and
presentation of earnings per share data in financial statements.
Accordingly, this Opinion supersedes Part II (paragraphs
30-51) and Exhibit E of APB Opinion No. 9. In some respects,
practice under APB Opinion No. 9 will be changed by this
Opinion.
4. Computational guidelines for the implementation of this
Opinion are contained in Appendix A. Certain views differing
from those adopted in this Opinion are summarized in Appendix B. Illustrations of the presentations described in this Opinion are included in the Exhibits contained in Appendix C.
Definitions of certain terms as used in this Opinion are contained in Appendix D.
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APPLICABILITY

5. This Opinion applies to financial presentations which purport to present results of operations of corporations in conformity with generally accepted accounting principles and to
summaries of those presentations, except as excluded in paragraph 6. Thus, it applies to corporations whose capital structures include only common stock or common stock and senior
securities and to those whose capital structures also include
securities that should be considered the equivalent of common stock1 in computing earnings per share data.
6. This Opinion does not apply to mutual companies that
do not have outstanding common stock or common stock
equivalents (for example, mutual savings banks, cooperatives,
credit unions, and similar entities); to registered investment
companies; to government-owned corporations; or to nonprofit
corporations. This Opinion also does not apply to parent company statements accompanied by consolidated financial statements, to statements of wholly-owned subsidiaries, or to special
purpose statements.
HISTORICAL

BACKGROUND

7. Prior to the issuance of APB Opinion No. 9, earnings per
share were generally computed by dividing net income (after
deducting preferred stock dividends, if any) by the number of
common shares outstanding. The divisor used in the computation usually was a weighted average of the number of common
shares outstanding during the period, but sometimes was simply the number of common shares outstanding at the end of
the period.
8. ARB No. 49, Earnings per Share, referred to "common
stock or other residual security;" however, the concept that a
security other than a common stock could be the substantial
equivalent of common stock and should, therefore, enter into
1

APB Opinion No. 9 referred to certain securities as residual securities, the
determination of which was generally based upon the market value of the
security as it related to investment value. In this Opinion, the Board now uses
the term common stock equivalents as being more descriptive of those securities other than common stock that should be dealt with as common stock in
the determination of earnings per share.
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the computation of earnings per share was seldom followed
prior to the issuance of APB Opinion No. 9. Paragraph 33 of
APB Opinion No. 9 stated that earnings per share should be
computed by reference to common stock and other residual
securities and defined a residual security as follows:
"When more than one class of common stock is outstanding, or when an outstanding security has participating dividend rights with the common stock, or when an outstanding
security clearly derives a major portion of its value from its
conversion rights or its common stock characteristics, such
securities should be considered 'residual securities' and not
'senior securities' for purposes of computing earnings per
share."
9. APB Opinion No. 9 also stated in part (paragraph 43)
that:
"Under certain circumstances, earnings per share may be
subject to dilution in the future if existing contingencies
permitting issuance of common shares eventuate. Such circumstances include contingent changes resulting from the
existence of (a) outstanding senior stock or debt which is
convertible into common shares, (b) outstanding stock options, warrants or similar agreements and (c) agreements
for the issuance of common shares for little or no consideration upon the satisfaction of certain conditions (e.g., the
attainment of specified levels of earnings following a business combination). If such potential dilution is material,
supplementary pro forma computations of earnings per
share should be furnished, showing what the earnings would
be if the conversions or contingent issuances took place."
Before the issuance of APB Opinion No. 9 corporations had
rarely presented pro forma earnings per share data of this type
except in prospectuses and proxy statements.
10. Under the definition of a residual security contained in
paragraph 33 of APB Opinion No. 9, residual status of convertible securities has been determined using the "major-portion-of-value" test at the time of the issuance of the security
and from time to time thereafter whenever earnings per share
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data were presented. In practice this test has been applied by
comparing a convertible security's market value with its investment value, and the security has been considered to be residual
whenever more than half its market value was attributable to
its common stock characteristics at time of issuance. Practice
has varied in applying this test subsequent to issuance with a
higher measure used in many cases. Thus, a convertible security's status as a residual security has been affected by equity
and debt market conditions at and after the security's issuance.
11. Application of the residual security concept as set forth
in paragraph 33 of APB Opinion No. 9 has raised questions as
to the validity of the concept and as to the guidelines developed for its application in practice. The Board has reviewed
the concept of residual securities as it relates to earnings per
share and, as a result of its own study and the constructive
comments on the matter received from interested parties, has
concluded that modification of the residual concept is desirable. The Board has also considered the disclosure and presentation requirements of earnings per share data contained in
APB Opinion No. 9 and has concluded that these should be
revised.
OPINION
Presentation on Face of Income Statement

12. The Board believes that the significance attached by investors and others to earnings per share data, together with the
importance of evaluating the data in conjunction with the
financial statements, requires that such data be presented
prominently in the financial statements. The Board has therefore concluded that earnings per share or net loss per share
data should be shown on the face of the income statement. The
extent of the data to be presented and the captions used will
vary with the complexity of the company's capital structure,
as discussed in the following paragraphs.
13. The reporting of earnings per share data should be consistent with the income statement presentation called for by
paragraph 20 of APB Opinion No. 9. Earnings per share
amounts should therefore be presented for (a) income before
extraordinary items and (b) net income. It may also be desir-
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able to present earnings per share amounts for extraordinary
items, if any.
Simple Capital Structures

14. The capital structures of many corporations are relatively simple—that is, they either consist of only common stock
or include no potentially dilutive convertible securities, options, warrants or other rights that upon conversion or exercise
could in the aggregate dilute2 earnings per common share. In
these cases, a single presentation expressed in terms such as
Earnings per common share on the face of the income statement (based on common shares outstanding and computed in
accordance with the provisions of paragraphs 47-50 of Appendix A) is the appropriate presentation of earnings per share
data.
Complex Capital Structures

15. Corporations with capital structures other than those
described in the preceding paragraph should present two types
of earnings per share data (dual presentation) with equal
prominence on the face of the income statement. The first
presentation is based on the outstanding common shares and
those securities that are in substance equivalent to common
shares and have a dilutive2 effect. The second is a pro-forma
presentation which reflects the dilution2 of earnings per share
that would have occurred if all contingent issuances of common stock that would individually reduce earnings per share
had taken place at the beginning of the period (or time of
issuance of the convertible security, etc., if later). For convenience in this Opinion, these two presentations are referred
to as "primary earnings per share" and "fully diluted earnings
per share,"3 respectively, and would in certain circumstances
2

3

Any reduction of less than 3% in the aggregate need not be considered as
dilution in the computation and presentation of earnings per share data as
discussed throughout this Opinion. In applying this test only issues which
reduce earnings per share should be considered. In establishing this guideline
the Board does not imply that a similar measure should be applied in any circumstances other than the computation and presentation of earnings per share
data under this Opinion.
APB Opinion No. 9 referred to the latter presentation as "supplementary pro
forma earnings per share."
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discussed elsewhere in this Opinion be supplemented by other
disclosures and other earnings per share data. (See paragraphs 19-23.)
Dual Presentation

16. When dual presentation of earnings per share data is
required, the primary and fully diluted earnings per share
amounts should be presented with equal prominence on the
face of the income statement. The difference between the primary and fully diluted earnings per share amounts shows the
maximum extent of potential dilution of current earnings which
conversions of securities that are not common stock equivalents
could create. If the capital structure contains no common stock
equivalents, the first may be designated Earnings per common
share—assuming no dilution and the second Earnings per common share—assuming full dilution. When common stock equivalents are present and dilutive, the primary amount may be
designated Earnings per common and common
equivalent
share. The Board recognizes that precise designations should
not be prescribed; corporations should be free to designate
these dual presentations in a manner which best fits the circumstances provided they are in accord with the substance of this
Opinion. The term Earnings per common share should not be
used without appropriate qualification except under the conditions discussed in paragraph 14.
Periods Presented

17. Earnings per share data should be presented for all
periods covered by the statement of income or summary of
earnings. If potential dilution exists in any of the periods presented, the dual presentation of primary earnings per share
and fully diluted earnings per share data should be made for
all periods presented. This information together with other
disclosures required (see paragraphs 19-23) will give the reader an understanding of the extent and trend of the potential
dilution.
18. When results of operations of a prior period included in
the statement of income or summary of earnings have been

Earnings Per Share

223

restated as a result of a prior period adjustment, earnings per
share data given for the prior period should be restated. The
effect of the restatement, expressed in per share terms, should
be disclosed in the year of restatement.
Additional Disclosures
Capital Structure

19. The use of complex securities complicates earnings per
share computations and makes additional disclosures necessary.
The Board has concluded that financial statements should include a description, in summary form, sufficient to explain the
pertinent rights and privileges of the various securities outstanding. Examples of information which should be disclosed
are dividend and liquidation preferences, participation rights,
call prices and dates, conversion or exercise prices or rates and
pertinent dates, sinking fund requirements, unusual voting
rights, etc.
Dual Earnings per Share Data

20. A schedule or note relating to the earnings per share
data should explain the bases upon which both primary and
fully diluted earnings per share are calculated. This information should include identification of any issues regarded as
common stock equivalents in the computation of primary earnings per share and the securities included in the computation
of fully diluted earnings per share. It should describe all
assumptions and any resulting adjustments used in deriving
the earnings per share data.4 There should also be disclosed
the number of shares issued upon conversion, exercise or satisfaction of required conditions, etc., during at least the most
recent annual fiscal period and any subsequent interim period
presented.5
21. Computations and/or reconciliations may sometimes be
desirable to provide a clear understanding of the manner in
4

5

These computations should give effect to all adjustments which would result
from conversion: for example, dividends paid on convertible preferred stocks
should not be deducted from net income; interest and related expenses on
convertible debt, less applicable income tax, should be added to net income,
and any other adjustments affecting net income because of these assumptions
should also be made. (See paragraph 51.)
See also paragraphs 9 and 10 of APB Opinion No. 12.
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which the earnings per share amounts were obtained. This
information may include data on each issue of securities entering into the computation of the primary and fully diluted
earnings per share. It should not, however, be shown on the
face of the income statement or otherwise furnished in a manner implying that an earnings per share amount which ignores
the effect of common stock equivalents (that is, earnings per
share based on outstanding common shares only) constitutes
an acceptable presentation of primary earnings per share.
Supplementary Earnings per Share Data

22. Primary earnings per share should be related to the capital structures existing during each of the various periods presented.6 Although conversions ordinarily do not alter substantially the amount of capital employed in the business, they can
significantly affect the trend in earnings per share data. Therefore, if conversions during the current period would have
affected (either dilutively or incrementally) primary earnings
per share if they had taken place at the beginning of the
period, supplementary information should be furnished (preferably in a note) for the latest period showing what primary
earnings per share would have been if such conversions had
taken place at the beginning of that period (or date of issuance of the security, if within the period). Similar supplementary per share earnings should be furnished if conversions
occur after the close of the period but before completion of the
financial report. It may also be desirable to furnish supplementary per share data for each period presented, giving the
cumulative retroactive effect of all such conversions or changes.
However, primary earnings per share data should not be adjusted retroactively for conversions.
23. Occasionally a sale of common stock or common stock
equivalents for cash occurs during the latest period presented
or shortly after its close but before completion of the financial
report. When a portion or all of the proceeds of such a sale has
been used to retire preferred stock or debt, or is to be used for
that purpose, supplementary earnings per share data should be
6

See paragraphs 48-49 and 62-64 for exceptions to this general rule.
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furnished (preferably in a note) to show what the earnings
would have been for the latest fiscal year and any subsequent
interim period presented if the retirement had taken place at
the beginning of the respective period (or date of issuance of
the retired security, if later). The number of shares of common
stock whose proceeds are to be used to retire the preferred
stock or debt should be included in this computation. The
bases of these supplementary computations should be disclosed.7
Primary Earnings Per Share

24. If a corporation's capital structure is complex and either
does not include common stock equivalents or includes common stock equivalents which do not have a dilutive effect, the
primary earnings per share figures should be based on the
weighted average number of shares of common stock outstanding during the period. In such cases, potential dilutive
effects of contingent issuances would be reflected in the fully
diluted earnings per share amounts. Certain securities, however, are considered to be the equivalent of outstanding common stock and should be recognized in the computation of
primary earnings per share if they have a dilutive effect.
Nature of Common Stock Equivalents

25. The concept that a security may be the equivalent of
common stock has evolved to meet the reporting needs of
investors in corporations that have issued certain types of convertible and other complex securities. A common stock equivalent is a security which is not, in form, a common stock but
which usually contains provisions to enable its holder to become a common stockholder and which, because of its terms
and the circumstances under which it was issued, is in substance equivalent to a common stock. The holders of these
securities can expect to participate in the appreciation of the
value of the common stock resulting principally from the earnings and earnings potential of the issuing corporation. This
participation is essentially the same as that of a common stock7

There may be other forms of recapitalization which should be reflected in a
similar manner.
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holder except that the security may carry a specified dividend
or interest rate yielding a return different from that received
by a common stockholder. The attractiveness of this type of
security to investors is often based principally on this potential
right to share in increases in the earnings potential of the issuing corporation rather than on its fixed return or other senior
security characteristics. With respect to a convertible security,
any difference in yield between it and the underlying common
stock as well as any other senior characteristics of the convertible security become secondary. The value of a common
stock equivalent is derived in large part from the value of the
common stock to which it is related, and changes in its value
tend to reflect changes in the value of the common stock.
Neither conversion nor the imminence of conversion is necessary to cause a security to be a common stock equivalent.
26. The Board has concluded that outstanding convertible
securities which have the foregoing characteristics and which
meet the criteria set forth in this Opinion for the determination
of common stock equivalents at the time they are issued should
be considered the equivalent of common stock in computing
primary earnings per share if the effect is dilutive. The recognition of common stock equivalents in the computation of primary earnings per share avoids the misleading implication
which would otherwise result from the use of common stock
only; use of the latter basis would place form over substance.
27. In addition to convertible debt and convertible preferred stocks, the following types of securities are or may be
considered as common stock equivalents:
Stock options and warrants (and their equivalents) and
stock purchase contracts—should always be considered common stock equivalents (see paragraphs 35-38).
Participating securities and two-class common stocks—
if their participation features enable their holders to share in
the earnings potential of the issuing corporation on substantially the same basis as common stock even though the
securities may not give the holder the right to exchange his
shares for common stock (see paragraphs 59 and 60).
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Contingent shares—if shares are to be issued in the future
upon the mere passage of time (or are held in escrow pending the satisfaction of conditions unrelated to earnings or
market value) they should be considered as outstanding for
the computation of earnings per share. If additional shares
of stock are issuable for little or no consideration upon the
satisfaction of certain conditions they should be considered
as outstanding when the conditions are met (see paragraphs 61-64).
Determination of Common Stock Equivalents at Issuance

28. The Board has concluded that determination of whether
a convertible security is a common stock equivalent should be
made only at the time of issuance and should not be changed
thereafter so long as the security remains outstanding. However, convertible securities outstanding or subsequently issued
with the same terms as those of a common stock equivalent
also should be classified as common stock equivalents. After
full consideration of whether a convertible security may
change its status as a common stock equivalent subsequent to
issuance, including the differing views which are set forth in
Appendix B hereto, the Board has concluded that the dilutive
effect of any convertible securities that were not common
stock equivalents at time of their issuance should be included
only in the fully diluted earnings per share amount. This conclusion is based upon the belief (a) that only the conditions
which existed at the time of issuance of the convertible security should govern the determination of status as a common
stock equivalent, and (b) that the presentation of fully diluted
earnings per share data adequately discloses the potential dilution which may exist because of changes in conditions subsequent to time of issuance.
29. Various factors should be considered in determining the
appropriate "time of issuance" in evaluating whether a security
is substantially equivalent to a common stock. The time of
issuance generally is the date when agreement as to terms has
been reached and announced, even though subject to certain
further actions, such as directors' or stockholders' approval.
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No Anti-Dilution

30. Computations of primary earnings per share should not
give effect to common stock equivalents or other contingent
issuance for any period in which their inclusion would have the
effect of increasing the earnings per share amount or decreasing
the loss per share amount otherwise computed.8 Consequently,
while a security once determined to be a common stock equivalent retains that status, it may enter into the computation of
primary earnings per share in one period and not in another.
Test of Common Stock Equivalent Status

31. Convertible securities. A convertible security which at
the time of issuance has terms that make it for all practical
purposes substantially equivalent to a common stock should be
regarded as a common stock equivalent. The complexity of
convertible securities makes it impractical to establish definitive guidelines to encompass all the varying terms which might
bear on this determination. Consideration has been given, however, to various characteristics of a convertible security which
might affect its status as a common stock equivalent, such as
cash yield at issuance, increasing or decreasing conversion
rates, liquidation and redemption amounts, and the conversion
price in relation to the market price of the common stock. In
addition, consideration has been given to the pattern of various
nonconvertible security yields in recent years, during which
period most of the existing convertible securities have been
issued, as well as over a longer period of time. Many of the
characteristics noted above, which in various degrees may
indicate status as a common stock equivalent, are also closely
related to the interest or dividend rate of the security and to its
market price at the time of issuance.
32. The Board has also studied the use of market price in
relation to investment value (value of a convertible security
without the conversion option) and market parity (relationship
8

The presence of a common stock equivalent together with extraordinary items
may result in diluting income before extraordinary items on a per share
basis while increasing net income per share, or vice versa. If an extraordinary
item is present and a common stock equivalent results in dilution of either
income before extraordinary items or net income on a per share basis, the
common stock equivalent should be recognized for all computations even
though it has an anti-dilutive effect on one of the per share amounts.
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of conversion value of a convertible security to
price) as means of determining if a convertible
equivalent to a common stock. (See discussion of
value and market parity tests in Appendix B.) It has
however, that these tests are too subjective or not
practicable.
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its market
security is
investment
concluded,
sufficiently

33. The Board believes that convertible securities should be
considered common stock equivalents if the cash yield to the
holder at time of issuance is significantly below what would be
a comparable rate for a similar security of the issuer without
the conversion option. Recognizing that it may frequently be
difficult or impossible to ascertain such comparable rates, and
in the interest of simplicity and objectivity, the Board has concluded that a convertible security should be considered as a
common stock equivalent at the time of issuance if, based on
its market price9, it has a cash yield of less than 662/3% of the
then current bank prime interest rate.10 For any convertible
security which has a change in its cash interest rate or cash
dividend rate scheduled within the first five years after issuance, the lowest scheduled rate during such five years should
be used in determining the cash yield of the security at
issuance.
34. The Board believes that the current bank prime interest
rate in general use for short-term loans represents a practical,
simple and readily available basis on which to establish the
criteria for determining a common stock equivalent, as set forth
in the preceding paragraph. The Board recognizes that there
are other rates and averages of interest rates relating to various
grades of long-term debt securities and preferred stocks which
might be appropriate or that a more complex approach could
be adopted. However, after giving consideration to various
approaches and interest rates in this regard, the Board has concluded that since there is a high degree of correlation between
such indices and the bank prime interest rate, the latter is the
most practical rate available for this particular purpose.
9
10

If no market price is available, this test should be based on the fair value of
the security.
If convertible securities are sold or issued outside the United States, the most
comparable interest rate in the foreign country should be used for this test.
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35. Options and warrants (and their equivalents). Options,
warrants and similar arrangements usually have no cash yield
and derive their value from their right to obtain common stock
at specified prices for an extended period. Therefore, these
securities should be regarded as common stock equivalents at
all times. Other securities, usually having a low cash yield (see
definition of "cash yield", Appendix D), require the payment
of cash upon conversion and should be considered the equivalents of warrants for the purposes of this Opinion. Accordingly,
they should also be regarded as common stock equivalents at
all times. Primary earnings per share should reflect the dilution
that would result from exercise or conversion of these securities and use of the funds, if any, obtained. Options and warrants (and their equivalents) should, therefore, be treated as if
they had been exercised and earnings per share data should be
computed as described in the following paragraphs. The computation of earnings per share should not, however, reflect
exercise or conversion of any such security11 if its effect on
earnings per share is anti-dilutive (see paragraph 30) except
as indicated in paragraph 38.
36. Except as indicated in this paragraph and in paragraphs
37 and 38, the amount of dilution to be reflected in earnings
per share data should be computed by application of the
"treasury stock" method. Under this method, earnings per share
data are computed as if the options and warrants were exercised at the beginning of the period (or at time of issuance, if
later) and as if the funds obtained thereby were used to purchase common stock at the average market price during the
period.12 As a practical matter, the Board recommends that
assumption of exercise not be reflected in earnings per share
data until the market price of the common stock obtainable
has been in excess of the exercise price for substantially all of
three consecutive months ending with the last month of the
11
12

Reasonable grouping of like securities may be appropriate.
For example, if a corporation has 10,000 warrants outstanding, exercisable
at $54 and the average market price of the common stock during the reporting
period is $60, the $540,000 which would be realized from exercise of the
warrants and issuance of 10,000 shares would be an amount sufficient to
acquire 9,000 shares; thus 1,000 shares would be added to the outstanding
common shares in computing primary earnings per share for the period.
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period to which earnings per share data relate. Under the treasury stock method, options and warrants have a dilutive effect
(and are, therefore, reflected in earnings per share computations) only when the average market price of the common
stock obtainable upon exercise during the period exceeds the
exercise price of the options or warrants. Previously reported
earnings per share amounts should not be retroactively adjusted, in the case of options and warrants, as a result of
changes in market prices of common stock. The Board recognizes that the funds obtained by issuers from the exercise of
options and warrants are used in many ways with a wide variety of results that cannot be anticipated. Application of the
treasury stock method in earnings per share computations is
not based on an assumption that the funds will or could actually be used in that manner. In the usual case, it represents a
practical approach to reflecting the dilutive effect that would
result from the issuance of common stock under option and
warrant agreements at an effective price below the current
market price. The Board has concluded, however, that the
treasury stock method is inappropriate, or should be modified,
in certain cases described in paragraphs 37 and 38.
37. Some warrants contain provisions which permit, or require, the tendering of debt (usually at face amount) or other
securities of the issuer in payment for all or a portion of the
exercise price. The terms of some debt securities issued with
warrants require that the proceeds of the exercise of the related
warrants be applied toward retirement of the debt. As indicated in paragraph 35, some convertible securities require cash
payments upon conversion and are, therefore, considered to be
the equivalent of warrants. In all of these cases, the "if converted" method (see paragraph 51) should be applied as if
retirement or conversion of the securities had occurred and as
if the excess proceeds, if any, had been applied to the purchase
of common stock under the treasury stock method. However,
exercise of the options and warrants should not be reflected in
the computation unless for the period specified in paragraph
36 either (a) the market price of the related common stock
exceeds the exercise price or (b) the security which may be (or
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must be) tendered is selling at a price below that at which it may
be tendered under the option or warrant agreement and the
resulting discount is sufficient to establish an effective exercise
price below the market price of the common stock that can be
obtained upon exercise. Similar treatment should be followed
for preferred stock bearing similar provisions or other securities having conversion options permitting payment of cash for a
more favorable conversion rate from the standpoint of the
investor.
38. The treasury stock method of reflecting use of proceeds
from options and warrants may not adequately reflect potential dilution when options or warrants to acquire a substantial
number of common shares are outstanding. Accordingly, the
Board has concluded that, if the number of shares of common
stock obtainable upon exercise of outstanding options and warrants in the aggregate exceeds 20% of the number of common
shares outstanding at the end of the period for which the
computation is being made, the treasury stock method should
be modified in determining the dilutive effect of the options
and warrants upon earnings per share data. In these circumstances all the options and warrants should be assumed to have
been exercised and the aggregate proceeds therefrom to have
been applied in two steps:
a. As if the funds obtained were first applied to the repurchase of outstanding common shares at the average market price during the period (treasury stock method) but
not to exceed 20% of the outstanding shares; and then
b. As if the balance of the funds were applied first to reduce
any short-term or long-term borrowings and any remaining funds were invested in U.S. government securities or
commercial paper, with appropriate recognition of any
income tax effect.
The results of steps (a) and (b) of the computation (whether
dilutive or anti-dilutive) should be aggregated and, if the net
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effect is dilutive, should enter into the earnings per share
computation.13
Non-Recognition

of Common Stock Equivalents in Financial Statements

39. The designation of securities as common stock equivalents in this Opinion is solely for the purpose of determining
primary earnings per share. No changes from present practices
are recommended in the accounting for such securities, in their
presentation within the financial statements or in the manner
of determining net assets per common share. Information is
available in the financial statements and elsewhere for readers
to make judgments as to the present and potential status of the
various securities outstanding.
13

The following are examples of the application of Paragraph 38:
Assumptions:
Net income for year
Common shares outstanding
Options and warrants outstanding
to purchase equivalent shares
20% limitation on assumed repurchase . .
Exercise price per share
Average and year-end market value
per common share to be used
(see paragraph 42)
Computations:
Application of assumed proceeds
($15,000,000):
Toward repurchase of outstanding
common shares at applicable
market value
Reduction of debt
Adjustment of net income:
Actual net income
Interest reduction (6% ) less
50% tax effect
Adjusted net income (A)
Adjustment of shares outstanding:
Actual outstanding
Net additional shares issuable
(1,000,000 - 600,000)
Adjusted shares outstanding ( B )

Case 1

Case 2

$ 4,000,000
3,000,000

$ 2,000,000
3,000,000

1,000,000
600,000
$15

1,000,000
600,000
$15

$20

$12

$12,000,000
3,000,000

$ 7,200,000
7,800,000

$15,000,000

$15,000,000

$ 4,000,000

$ 2,000,000

90,000
$ 4,090,000

234,000
$ 2,234,000

3,000,000

3,000,000

400,000

400,000

3,400,000

3,400,000

Earnings per share:
Before adjustment
After adjustment (A÷

B)

$1.33
$1.20

$ .67
$ .66
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Fully Diluted Earnings Per Share
No

Anti-Dilution

40. The purpose of the fully diluted earnings per share
presentation is to show the maximum potential dilution of current earnings per share on a prospective basis. Consequently,
computations of fully diluted earnings per share for each
period should exclude those securities whose conversion, exercise or other contingent issuance would have the effect of
increasing the earnings per share amount or decreasing the
loss per share amount14 for such period.
When

Required

41. Fully diluted earnings per share data should be presented on the face of the statement of income for each period
presented if shares of common stock (a) were issued during
the period on conversions, exercise, etc., or (b) were contingently issuable at the close of any period presented and if
primary earnings per share for such period would have been
affected (either dilutively or incrementally) had such actual
issuances taken place at the beginning of the period or would
have been reduced had such contingent issuances taken place at
the beginning of the period. The above contingencies may result from the existence of (a) senior stock or debt which is
convertible into common shares but is not a common stock
equivalent, (b) options or warrants, or (c) agreements for the
issuance of common shares upon the satisfaction of certain
conditions (for. example, the attainment of specified higher
levels of earnings following a business combination). The
computation should be based on the assumption that all such
issued and issuable shares were outstanding from the beginning
of the period (or from the time the contingency arose, if after
the beginning of the period). Previously reported fully diluted
earnings per share amounts should not be retroactively adjusted for subsequent conversions or subsequent changes in
the market prices of the common stock.
42. The methods described in paragraphs 36-38 should be
used to compute fully diluted earnings per share if dilution
results from outstanding options and warrants; however, in
14

See footnote 8.
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order to reflect maximum potential dilution, the market price at
the close of the period reported upon should be used to determine the number of shares which would be assumed to be
repurchased (under the treasury stock method) if such market
price is higher than the average price used in computing primary earnings per share (see paragraph 30). Common shares
issued on exercise of options or warrants during each period
should be included in fully diluted earnings per share from the
beginning of the period or date of issuance of the options or
warrants if later; the computation for the portion of the period
prior to the date of exercise should be based on market prices
of the common stock when exercised.
Situations Not Covered in Opinion

43. The Board recognizes that it is impracticable to cover all
possible conditions and circumstances that may be encountered
in computing earnings per share. When situations not expressly
covered in this Opinion occur, however, they should be dealt
with in accordance with their substance, giving cognizance to
the guidelines and criteria outlined herein.
Computational Guidelines

44. The determination of earnings per share data required
under this Opinion reflects the complexities of the capital structures of some businesses. The calculations should give effect to
matters such as stock dividends and splits, business combinations, changes in conversion rates, etc. Guidelines which should
be used in dealing with some of the more common computational matters are set forth in Appendix A hereto.
EFFECTIVE DATE

45. This Opinion shall be effective for fiscal periods beginning after December 31, 1968 for all earnings per share data
(primary, fully diluted and supplementary) regardless of when
the securities entering into computations of earnings per share
were issued, except as described in paragraph 46 as it relates
to primary earnings per share. The Board recommends that (a)
computations for periods beginning before January 1, 1969 be
made for all securities in conformity with the provisions of this
Opinion and (b) in comparative statements in which the data
for some periods are subject to this Opinion and others are not,
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the provisions of the Opinion be applied to all periods—in
either case based on the conditions existing in the prior periods.
46. In the case of securities whose time of issuance is prior
to June 1, 1969 the following election should be made as of
May 31, 1969 (and not subsequently changed) with respect to
all such securities for the purpose of computing primary earnings per share:
a. determine the classifications of all such securities under
the provisions of this Opinion, or
b. classify as common stock equivalents only those securities which are classified as residual securities under APB
Opinion No. 9 regardless of how they would be classified
under this Opinion.
If the former election is made, the provisions of this Opinion
should be applied in the computation of both primary and fully
diluted earnings per share data for all periods presented.
The Opinion entitled "Earnings per Share" was
adopted by the assenting votes of fifteen members of
the Board, of whom five, Messrs. Axelson, Davidson,
Harrington, Hellerson and Watt, assented with qualification. Messrs. Halvorson, Seidman and Weston dissented.
Messrs. Axelson and Watt dissent to the requirement in
paragraphs 35 and 36 that options and warrants whose exercise
price is at or above the market price of related common stock at
time of issuance be taken into account in the computation of
primary earnings per share. They believe that this destroys the
usefulness of the dual presentation of primary and fully diluted
earnings per share by failing to disclose the magnitude of the
contingency arising from the outstanding warrants and options
and is inconsistent with the determination of the status of convertible securities at time of issuance only. Therefore, they concur with the comments in paragraph 86. They also dissent to the
20 percent limitation in paragraph 38 on use of the treasury
stock method of applying proceeds from the assumed exercise
of options and warrants because such limitation is arbitrary and
unsupported and because of the inconsistency between this lim-
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itation and the Board's conclusion expressed in paragraph 36
that use of the treasury stock method "is not based on an assumption that the funds will or could actually be used in that manner." Further, they dissent to the requirement in paragraphs 63
and 64 that the computation of primary earnings per share take
into account shares of stock issuable in connection with business
combinations on a purely contingent basis, wholly dependent
upon the movement of market prices in the future.
Mr. Davidson assents to the issuance of this Opinion because
he believes that practice under Part II of APB Opinion No. 9 has
been so varied that clarification of APB Opinion No. 9 is necessary. He agrees with the concept of common stock equivalents,
but dissents to the conclusion that convertible securities can be
classified as common stock equivalents only by consideration of
conditions prevailing at the time of their issuance (paragraph
28). He believes that in determining common stock equivalency,
current conditions reflected in the market place are the significant criterion (paragraphs 74-77). The use of the investment
value method (paragraphs 79-81) adequately reflects these current conditions.
Mr. Davidson also dissents to the use of the bank prime rate
for the cash-yield test (paragraphs 33-34). It does not differentiate among types of securities issued nor the standing of the
issuers.
Mr. Harrington assents to the issuance of the Opinion; however, he dissents from paragraphs 36, 37 and 38. He believes it
is inconsistent in computing fully diluted earnings per share to
measure potential dilution by the treasury stock method in the
case of most warrants and to assume conversion in the case of
convertible securities. This inconsistency, in his view, results in
required recognition of potential dilution attributable to all convertible securities; and, at the same time through the use of the
treasury stock method, permits understatement or no recognition of potential dilution attributable to warrants. He further
believes that the potential dilution inherent in warrants should
be recognized in fully diluted earning per share, but need not
be recognized in primary earnings per share, when the exercise
price exceeds the market price of the stock.
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Mr. Hellerson assents to the issuance of this Opinion because
he believes the Board has an obligation to resolve without further delay the implementation problems raised by Part II of
APB Opinion No. 9 which have been greatly extended by the
characteristics of a number of the securities issued since the release of that Opinion. However, he dissents from the mandatory
requirement that earnings per share be shown on the face of the
income statement as prescribed in paragraphs 12 through 16 and
paragraph 41. The accounting profession has taken the position,
and in his view rightly so, that fair presentation of financial position and results of operations requires the presentation of certain
basic financial statements supplemented by disclosure of additional information in the form of separate statements or notes to
the basic financial statements. Fair presentation is achieved by
the whole presentation, not by the specific location of any item.
This principle was most recently restated by the Board in paragraph 10 of APB Opinion No. 12 on capital changes as follows:
"Disclosure of such changes may take the form of separate statements or may be made in the basic financial statements or notes
thereto." Accordingly, it is his view that, although the Opinion
should require dual presentation of earnings per share, it should
not specify that the presentation must be made on the face of
the income statement and thereby dignify one figure above all
others.
Mr. Halvorson dissents to the Opinion because he believes the
subject matter is one of financial analysis, not accounting principles, and that any expression by the Accounting Principles
Board on the subject should not go beyond requiring such disclosure of the respective rights and priorities of the several
issues of securities which may be represented in the capital
structure of a reporting corporation as will permit an investor
to make his own analysis of the effects of such rights and priorities on earnings per common share. Mr. Halvorson agrees that
certain nominally senior securities are the equivalent of common
shares under certain circumstances, but believes that the determination of common-stock equivalence is a subjective one which
cannot be accommodated within prescribed formulae or arithmetical rules, although it can be facilitated by disclosure of
information which does fall within the bounds of fair presenta-
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tion in conformity with generally accepted accounting principles. Mr. Halvorson believes that a corporation should not be
denied the right to report factually determined earnings per
weighted average outstanding common share on the face of the
income statement as a basis against which to measure the potential dilutive effects on earnings per share of senior issues, and
that from such basis the investor may make such pro forma
calculations of common-stock equivalence as he believes best
serve his purpose.
Mr. Seidman dissents for the reasons set forth in paragraphs
72, 73, 92 and 93, dealing with the invalidity and inconsistent
application of the concept of common stock equivalents. He
adds: (1) It is unsound for the determination of earnings per
share to depend on the fluctuations of security prices. It is even
more unsound when an increase in security prices can result in
a decrease in earnings per share, and vice versa. These matters
arise under this Opinion since it calls for earnings per share
based on cash yield of convertibles, comparison of stock and
exercise prices of options and warrants, and no anti-dilution.
(2) It is erroneous to attribute earnings to securities that do
not currently and may never share in those earnings, particularly
when part or all of those earnings may have already been distributed to others as dividends. (3) It does not serve the interests of meaningful disclosure when, as in paragraph 21, the
Opinion bans showing on the face of the income statement any
reference to the amount of earnings per share in relation to the
one factual base, namely the number of shares actually outstanding, and instead fashions from various surmises what it
calls "primary earnings per share". (4) It is baffling to say, as
does this Opinion, that convertible debt is debt in the statement of earnings but is common stock equivalent in the statement of earnings per share; and that dividends per share are
based on the actual number of shares outstanding, while earnnings per share are based on a different and larger number of
shares.
Mr. Weston dissents to the issuance of this Opinion because
he believes it represents a significant retrogression in terms of
the purpose of the Accounting Principles Board. The residual
security concept, which has been successfully and appropriately
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applied to convertible securities during the period since issuance
of APB Opinion No. 9, has, in this Opinion, been so restricted as
to be meaningless for all practical purposes with respect to such
securities. Accordingly, computations of primary earnings per
share data under the provisions of this Opinion (paragraph 28
in particular) will not properly reflect the characteristics of those
convertible securities which are currently the substantial equivalent of common stock—and are so recognized in the marketplace—which did not qualify for residual status at their date of
issuance—possibly years previously. Such disregard of basic principles is a disservice to investors, who have a right to view the
primary earnings per share data computed under this Opinion
as a realistic attribution of the earnings of the issuer to the
various complex elements of its capital structure based on the
economic realities of today—not those existing years ago.
Mr. Weston also disagrees with the conclusions contained in
paragraphs 33, 36, 39 and 51.
NOTES

Opinions present the considered opinion of at least two-thirds
of the members of the Accounting Principles Board, reached on
a formal vote after examination of the subject matter.
Except as indicated in the succeeding paragraph, the authority
of the Opinions rests upon their general acceptability. While it
is recognized that general rules may be subject to exception, the
burden of justifying departures from Board Opinions must be
assumed by those who adopt other practices.
Action of Council of the Institute (Special Bulletin, Disclosure
of Departures from Opinions of the Accounting Principles Board,
October, 1964) provides that:
a. "Generally accepted accounting principles" are those principles which have substantial authoritative support.
b. Opinions of the Accounting Principles Board constitute
"substantial authoritative support."
c. "Substantial authoritative support" can exist for accounting
principles that differ from Opinions of the Accounting Principles Board.
The Council action also requires that departures from Board
Opinions be disclosed in footnotes to the financial statements or
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in independent auditors' reports when the effect of the departure
on the financial statements is material.
Unless otherwise stated, Opinions of the Board are not intended to be retroactive. They are not intended to be applicable
to immaterial items.

Accounting Principles Board (1969)
L E R O Y LAYTON

Chairman

E M M E T T S . HARRINGTON

MARSHALL S . ARMSTRONG
KENNETH S . AXELSON
DONALD J . BEVIS
MILTON M .
GEORGE R .

N E W M A N T . HALVORSON

BROEKER
CATLETT

CHARLES B .

HELLERSON

CHARLES T . HORNGREN

Louis

M.

KESSLER

ORAL L . LUPER

JOSEPH P . CUMMINGS

J . S . SEIDMAN

S I D N E Y DAVIDSON

GEORGE C .

PHILIP L .

FRANK T . WESTON

DEFLIESE

WATT

Earnings Per Share

243

APPENDIX A
COMPUTATIONAL

GUIDELINES

CONTENTS

Paragraph
Numbers

Weighted average

47

Stock dividends or splits

48

Business combinations and reorganizations

49

Claims of senior securities

50

Use of "if-converted" method of computation

51-53

Use of "two-class" method of computation

54-55

Delayed effectiveness and changing conversion
rates or exercise prices

56

Conversion rate or exercise price to be usedPrimary earnings per share

57

Fully diluted earnings per share

58

Participating securities and two-class common

59-60

Issuance contingent on certain conditions

61-64

Securities of subsidiaries

65-69

Dividends per share

70

244

O p i n i o n s of the A c c o u n t i n g Principles Board

APPENDIX A
COMPUTATIONAL

GUIDELINES

The Board has adopted the following general guidelines which
should be used in the computation of earnings per share data.
47. Weighted average. Computations of earnings per share
data should be based on the weighted average number of common shares and common share equivalents outstanding during
each period presented. Use of a weighted average is necessary
so that the effect of increases or decreases in outstanding shares
on earnings per share data is related to the portion of the
period during which the related consideration affected operations. Reacquired shares should be excluded from date of their
acquisition. (See definition in Appendix D.)
48. Stock dividends or splits. If the number of common
shares outstanding increases as a result of a stock dividend or
stock split15 or decreases as a result of a reverse split, the computations should give retroactive recognition to an appropriate
equivalent change in capital structure for all periods presented.
If changes in common stock resulting from stock dividends or
stock splits or reverse splits have been consummated after the
close of the period but before completion of the financial report, the per share computations should be based on the new
number of shares because the readers' primary interest is presumed to be related to the current capitalization. When per
share computations reflect such changes in the number of
shares after the close of the period, this fact should be disclosed.
49. Business combinations
and reorganizations.
When
shares are issued to acquire a business in a transaction accounted for as a purchase, the computation of earnings per
share should give recognition to the existence of the new
shares only from the date the acquisition took place. When a
business combination is accounted for as a pooling of interests,
the computation should be based on the aggregate of the
15

See ARB No. 43, Chapter 7B, Capital Accounts—Stock Dividends and Stock
Split Ups.
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weighted average outstanding shares of the constituent businesses, adjusted to equivalent shares of the surviving business
for all periods presented. This difference in treatment reflects
the fact that in a purchase the results of operations of the
acquired business are included in the statement of income only
from the date of acquisition, whereas in a pooling of interests
the results of operations are combined for all periods presented.
In reorganizations, the computations should be based on
analysis of the particular transaction according to the criteria
contained in this Opinion.
50. Claims of senior securities. The claims of senior securities on earnings of a period should be deducted from net
income (and also from income before extraordinary items if an
amount therefor appears in the statement) before computing
earnings per share. Dividends on cumulative preferred senior
securities, whether or not earned, should be deducted from net
income.16 If there is a net loss, the amount of the loss should
be increased by any cumulative dividends for the period on
these preferred stocks. If interest or preferred dividends are
cumulative only if earned, no adjustment of this type is required, except to the extent of income available therefor. If
interest or preferred dividends are not cumulative, only the
interest accruable or dividends declared should be deducted.
In all cases, the effect that has been given to rights of senior
securities in arriving at the earnings per share should be disclosed.
51. Use of "if converted" method of computation. If convertible securities are deemed to be common stock equivalents
for the purpose of computing primary earnings per share, or
are assumed to have been converted for the purpose of computing fully diluted earnings per share, the securities should be
assumed to have been converted at the beginning of the earliest period reported (or at time of issuance, if later). Interest
charges applicable to convertible securities and non-discretionary adjustments that would have been made to items based on
net income or income before taxes—such as profit sharing ex16

The per share and aggregate amounts of cumulative preferred dividends in
arrears should be disclosed.
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pense, certain royalties, and investment credit—or preferred
dividends applicable to the convertible securities should be
taken into account in determining the balance of income applicable to common stock. As to primary earnings per share this
amount should be divided by the total of the average outstanding common shares and the number of shares which
would have been issued on conversion or exercise of common
stock equivalents.17 As to fully diluted earnings per share this
amount should be divided by the total of the average outstanding common shares plus the number of shares applicable
to conversions during the period from the beginning of the
period to the date of conversion and the number of shares
which would have been issued upon conversion or exercise of
any other security which might dilute earnings.
52. The if converted method recognizes the fact that the
holders of convertible securities cannot share in distributions
of earnings applicable to the common stock unless they relinquish their right to senior distributions. Conversion is assumed
and earnings applicable to common stock and common stock
equivalents are determined before distributions to holders of
these securities.
53. The if converted method also recognizes the fact that a
convertible issue can participate in earnings, through dividends
or interest, either as a senior security or as a common stock, but
not both. The two-class method (see paragraph 55) does not
recognize this limitation and may attribute to common stock
an amount of earnings per share less than if the convertible
security had actually been converted. The amount of earnings
per share on common stock as computed under the two-class
method is affected by the amount of dividends declared on the
common stock.
54. Use of "two-class" method of computation. Although the
two-class method is considered inappropriate with respect to
the securities described in paragraph 51, its use may be necessary in the case of participating securities and two-class common stock. (See paragraphs 59-60 for discussion of these
17

Determined as to options and warrants by application of the method described in paragraphs 36-38 of this Opinion.
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securities.) This is the case, for example, when these securities
are not convertible into common stock.
55. Under the two-class method, common stock equivalents
are treated as common stock with a dividend rate different
from the dividend rate on the common stock and, therefore,
conversion of convertible securities is not assumed. No use of
proceeds is assumed. Distributions to holders of senior securities, common stock equivalents and common stock are first
deducted from net income. The remaining amount (the undistributed earnings) is divided by the total of common shares
and common share equivalents. Per share distributions to the
common stockholders are added to this per share amount to
arrive at primary earnings per share.
56. Delayed effectiveness and changing conversion rates or
exercise prices. In some cases, a conversion option does not
become effective until a future date; in others conversion becomes more (or less) advantageous to the security holder at
some later date as the conversion rate increases (or decreases),
generally over an extended period. For example, an issue may
be convertible into one share of common stock in the first year,
1.10 shares in the second year, 1.20 shares in the third year, etc.
Frequently, these securities receive little or no cash dividends.
Hence, under these circumstances, their value is derived principally from their conversion or exercise option and they would
be deemed to be common stock equivalents under the yield
test previously described. (See paragraph 33 of this Opinion.)18
Similarly, the right to exercise options or warrants may be deferred or the exercise price may increase or decrease.
57. Conversion rate or exercise price to be used — primary
earnings per share. The conversion rate or exercise price of a
common stock equivalent in effect during each period presented should be used in computing primary earnings per
share, with the exceptions stated hereinafter in this paragraph.
Prior period primary earnings per share should not be restated
for changes in the conversion ratio or exercise price. If options,
warrants or other common stock equivalents are not immedi18

An increasing conversion rate should not be accounted for as a stock dividend.
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ately exercisable or convertible, the earliest effective exercise
price or conversion rate if any during the succeeding five years
should be used. If a convertible security having an increasing
conversion rate is issued in exchange for another class of security of the issuing company and is convertible back into the
same or a similar security, and if a conversion rate equal to or
greater than the original exchange rate becomes effective during the period of convertibility, the conversion rate used in
the computation should not result in a reduction in the number of common shares (or common share equivalents) existing
before the original exchange took place until a greater rate becomes effective.
58. Conversion rate or exercise price to be used —fully diluted earnings per share. Fully diluted earnings per share computations should be based on the most advantageous (from
the standpoint of the security holder) conversion or exercise
rights that become effective within ten years following the
closing date of the period being reported upon.19 Conversion
or exercise options that are not effective until after ten or
more years may be expected to be of limited significance because (a) investors' decisions are not likely to be influenced
substantially by events beyond ten years, and (b) it is questionable whether they are relevant to current operating results.
59. Participating securities and two-class common. The capital structures of some companies include:
a. Securities which may participate in dividends with common stocks according to a predetermined formula (for
example, two for one) with, at times, an upper limit on
the extent of participation (for example, up to but not
beyond a specified amount per share).
b. A class of common stock with different dividend rates or
voting rights from those of another class of common
stock, but without prior or senior rights.
Additionally, some of these securities are convertible into
19

The conversion rate should also reflect the cumulative effect of any stock dividends on the preferred stock which the company has contracted or otherwise
committed itself to issue within the next ten years.
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common stock. Earnings per share computations relating to
certain types of participating securities may require the use of
the two-class method. (See paragraphs 54-55.)
60. Because of the variety of features which these securities
possess, frequently representing combinations of the features
referred to above, it is not practicable to set out specific guidelines as to when they should be considered common stock
equivalents. Dividend participation does not per se make a security a common stock equivalent. A determination of the
status of one of these securities should be based on an analysis
of all the characteristics of the security, including the ability
to share in the earnings potential of the issuing corporation on
substantially the same basis as the common stock.
61. Issuance contingent on certain conditions. At times,
agreements call for the issuance of additional shares contingent
upon certain conditions being met. Frequently these conditions are either:
a. the maintenance of current earnings levels, or
b. the attainment of specified increased earnings.
Alternatively, agreements sometimes provide for immediate
issuance of the maximum number of shares issuable in the transaction with some to be placed in escrow and later returned to
the issuer if specified conditions are not met. For purposes of
computing earnings per share, contingently returnable shares
placed in escrow should be treated in the same manner as contingently issuable shares.
62. If attainment or maintenance of a level of earnings is
the condition, and if that level is currently being attained, the
additional shares should be considered as outstanding for the
purpose of computing both primary and fully diluted earnings
per share. If attainment of increased earnings reasonably above
the present level or maintenance of increased earnings above
the present level over a period of years is the condition, the
additional shares should be considered as outstanding only for
the purpose of computing fully diluted earnings per share (but
only if dilution is the result); for this computation, earnings
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should be adjusted to give effect to the increase in earnings
specified by the particular agreements (if different levels of
earnings are specified, the level that would result in the largest
potential dilution should be used). Previously reported earnings per share data should not be restated to give retroactive
effect to shares subsequently issued as a result of attainment
of specified increased earnings levels. If upon expiration of the
term of the agreement providing for contingent issuance of additional shares the conditions have not been met, the shares
should not be considered outstanding in that year. Previously
reported earnings per share data should then be restated to
give retroactive effect to the removal of the contingency.
63. The number of shares contingently issuable may depend
on the market price of the stock at a future date. In such a case,
computations of earnings per share should reflect the number
of shares which would be issuable based on the market price
at the close of the period being reported on. Prior period earnings per share should be restated if the number of shares issued
or contingently issuable subsequently changes because the
market price changes.
64. In some cases, the number of shares contingently issuable may depend on both future earnings and future prices of
the shares. In that case, the number of shares which would be
issuable should be based on both conditions, that is, market
prices and earnings to date as they exist at the end of each period being reported on. (For example, if (a) a certain number
of shares will be issued at the end of three years following an
acquisition if earnings of the acquired company increase during
those three years by a specified amount and (b) a stipulated
number of additional shares will be issued if the value of the
shares issued in the acquisition is not at least a designated
amount at the end of the three-year period, the number of
shares to be included in the earnings per share for each period
should be determined by reference to the cumulative earnings
of the acquired company and the value of the shares at the
end of the latest period.) Prior-period earnings per share
should be restated if the number of shares issued or contingently issuable subsequently changes from the number of
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shares previously included in the earnings per share computation.
65. Securities of subsidiaries. At times subsidiaries issue securities which should be considered common stock equivalents from the standpoint of consolidated and parent company
financial statements for the purpose of computing earnings
per share. This could occur when convertible securities, options, warrants or common stock issued by the subsidiary are
in the hands of the public and the subsidiary's results of operations are either consolidated or reflected on the equity method.
Circumstances in which conversion or exercise of a subsidiary's
securities should be assumed for the purpose of computing
the consolidated and parent company earnings per share, or
which would otherwise require recognition in the computation of earnings per share data, include those where:
As to the Subsidiary
a. Certain of the subsidiary's securities are common stock
equivalents in relation to its own common stock.
b. Other of the subsidiary's convertible securities, although
not common stock equivalents in relation to its own
common stock, would enter into the computation of its
fully diluted earnings per share.
As to the Parent
a. The subsidiary's securities are convertible into the parent
company's common stock.
b. The subsidiary issues options and warrants to purchase
the parent company's common stock.
The treatment of these securities for the purpose of consolidated and parent company reporting of earnings per share is
discussed in the following four paragraphs.
66. If a subsidiary has dilutive warrants or options outstanding or dilutive convertible securities which are common
stock equivalents from the standpoint of the subsidiary, consolidated and parent company primary earnings per share
should include the portion of the subsidiary's income that
would be applicable to the consolidated group based on its
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holdings and the subsidiary's primary earnings per share. (See
paragraph 39 of this Opinion.)
67. If a subsidiary's convertible securities are not common
stock equivalents from the standpoint of the subsidiary, only
the portion of the subsidiary's income that would be applicable
to the consolidated group based on its holdings and the fully
diluted earnings per share of the subsidiary should be included
in consolidated and parent company fully diluted earnings per
share. (See paragraph 40 of this Opinion.)
68. If a subsidiary's securities are convertible into its parent
company's stock, they should be considered among the common stock equivalents of the parent company for the purpose
of computing consolidated and parent company primary and
fully diluted earnings per share if the conditions set forth in
paragraph 33 of this Opinion exist. If these conditions do not
exist, the subsidiary's convertible securities should be included
in the computation of the consolidated and parent company
fully diluted earnings per share only.
69. If a subsidiary issues options or warrants to purchase
stock of the parent company, they should be considered common stock equivalents by the parent in computing consolidated
and parent company primary and fully diluted earnings per
share.
70. Dividends per share. Dividends constitute historical facts
and usually are so reported. However, in certain cases, such as
those affected by stock dividends or splits or reverse splits, the
presentation of dividends per share should be made in terms
of the current equivalent of the number of common shares outstanding at the time of the dividend. A disclosure problem
exists in presenting data as to dividends per share following a
pooling of interests. In such cases, it is usually preferable to
disclose the dividends declared per share by the principal constituent and to disclose, in addition, either the amount per
equivalent share or the total amount for each period for the
other constituent, with appropriate explanation of the circumstances. When dividends per share are presented on other than
an historical basis, the basis of presentation should be disclosed.
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APPENDIX B
S U M M A R Y OF DIFFERING VIEWPOINTS

This Appendix contains a summary of various viewpoints on
a number of matters relating to the computation of earnings
per share data, which viewpoints differ from the conclusions
of the Board as stated in this Opinion. The views in this Appendix therefore do not represent the views of the Board as a
whole.
Common Stock Equivalent or Residual Concept

71. This Opinion concludes (paragraph 26) that, for purposes of computing primary earnings per share, certain securities should be considered the equivalent of common stock. The
Opinion further concludes (paragraph 28) that such treatment — as to convertible securities — should be based on a determination of status made at the time of issuance of each
security, based on conditions existing at that date and not subsequently changed. Viewpoints which differ from those conclusions are based on a number of positions, which are summarized below.
Concept Has No Validity

72. Some believe there should be no such category as "common stock equivalent" or "residual" security, and hence no
such classification as "primary" earnings per share including
such securities. They contend that the common stock equivalent or residual security concept involves assumptions and
arbitrary, intricate determinations which result in figures of
questionable meaning which are more likely to confuse than
enlighten readers. They advocate that earnings per share data
be presented in a tabulation — as part of the financial statements — which first discloses the relationship of net income and
the number of common shares actually outstanding and then
moves through adjustments to determine adjusted net income
and the number of common shares which would be outstanding if all conversions, exercises and contingent issuances took
place. Under this approach, all the figures involved would be
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readily determinable, understandable and significant. Such
information, together with the other disclosures required in this
Opinion regarding the terms of securities, would place the
reader in a position to make his own judgment regarding prospects of conversion or exercise and the resulting impact on per
share earnings. Accounting should not make or pre-empt that
judgment.
73. Until convertible securities, etc., are in fact converted,
the actual common stockholders are in control, and the entire
earnings could often be distributed as dividends. The conversions, exercises and contingent issuances may, in fact, never
take place. Hence, the reporting as "primary" earnings per
share of an amount which results from treating as common
stock securities which are not common stock is, in the view of
some, improper.
Concept Has Validity Both At Issuance and

Subsequently

74. Some who believe in the validity of the common stock
equivalent or residual concept feel that the status of a security
should be determined not only at the time of its issuance but
from time to time thereafter. Securities having the characteristics associated with residual securities — among other things
the ability to participate in the economic benefits resulting
from the underlying earnings and earnings potential of the
common stock through the right of their holders to become
common stockholders — do change their nature with increases
and decreases in the market value of the common stock after
issuance. These securities are designed for this purpose, and
therefore, in certain circumstances, they react to changes in
the earnings or earnings potential of the issuer just as does the
common stock. Furthermore, although many such securities
are issued under market and yield conditions which do not
place major emphasis at the time of issuance on their common
stock characteristics, both the issuer and the holder recognize
the possibility that these characteristics may become of increasing significance if, and when, the value of the underlying common stock increases. The limitation of the residual concept for
convertible securities to "at issuance only" disregards these
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significant factors. (For example, a convertible security with
a cash yield of 4% at time of issuance [assumed to be in excess
of the yield test for common stock equivalent status in this
Opinion] may well appreciate in value subsequent to issuance,
due to its common stock characteristics, to such an extent that
its cash yield will drop to 2% or less. It seems unsound to consider such a security a "senior security" for earnings per share
purposes at such later dates merely because its yield at date
of issuance — possibly years previously — was 4 % . This seems
particularly unwise when the investment community evaluates
such a security currently as the substantial equivalent of the
common stock into which it is convertible.) Thus, the "at
issuance only" application of the residual security concept is,
in the opinion of some, illogical and arbitrary. In connection
with the computation of earnings per share data, this approach
disregards current conditions in reporting a financial statistic
whose very purpose is a reflection of the current substantive
relationship between the earnings of the issuer and its complex
capital structure.
75. Furthermore, the adoption of the treasury stock method
to determine the number of shares to be considered as common stock equivalents under outstanding options and warrants
(see paragraphs 36-38) is apparent recognition of the fact that
market conditions subsequent to issuance should influence the
determination of the status of a security. Thus, the conclusions
of the Opinion in these matters are inconsistent.
76. As for the contention that use of the residual concept
subsequent to issuance has a "circular" effect — in that reported
earnings per share influences the market, which, in turn, influences the classification status of a security, which, in turn,
influences the computation of earnings per share, which, in
turn, influences the market — analysts give appropriate recognition to the increasing importance of the common stock characteristics of convertible securities as the market rises or falls.
It seems only appropriate that a computation purporting to
attribute the earnings of a corporation to the various components of its capital structure should also give adequate recognition to the changing substance of these securities. Thus, the
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movement of securities in and out of residual status subsequent
to their issuance is a logical and integral part of the entire
concept.
77. As for the contention that the dual presentation of
earnings per share data required by this Opinion appropriately
reflects the dilutive effect of any convertible securities which
were not residual at time of issuance but which might subsequently be considered as residual, the disclosure of "fullydiluted" earnings per share data is aimed at potential (i.e., possible future) dilution; for issuers with securities having extremely low yields of the levels described in the preceding paragraph, the dilution has already taken place — these common
stock equivalents are being so traded in the market, and any
method which does not reflect these conditions results in an
amount for "primary earnings per share" which may be misleading. Furthermore, whenever an issuer has more than one
convertible security outstanding, the effect of even the "potential" dilution of such "residual" securities is not appropriately reflected in any meaningful manner in the fully-diluted
earnings per share amount, since its impact is combined with
that of other convertible securities of the issuer which may
not currently be "residual".
Criteria and Methods for Determination of Residual Status

78. This Opinion concludes (paragraph 33) that a cash yield
test — based on a specified percentage of the bank prime interest rate — should be used to determine the residual status of
convertible securities, and that options and warrants should
be considered residual securities at all times. Viewpoints differing from those conclusions and supporting other criteria or
methods are summarized below.
Convertible Securities

79. Investment value method. As explained in paragraphs
8-11 of this Opinion, a previous Opinion specified a relative
value method for the determination of the residual status of a
security. In practice the method has been applied by comparing the market value of a convertible security with its "invest-

258

O p i n i o n s of the A c c o u n t i n g Principles Board

ment value", and by classifying a security as residual at time
of issuance if such market value were 200% or more of investment value, with certain practical modifications of this test subsequent to time of issuance to assure the substance of an apparent change in status and to prevent frequent changes of
status for possible temporary fluctuations in the market.
80. The establishment of investment values for convertible
securities involves considerable estimation, and frequently requires the use of experts. Published financial services report estimates of investment value for many, but not all, convertible
securities. Most convertible securities are issued under conditions which permit a reasonable estimate of their investment
values. In addition, reference to the movements of long-term
borrowing rates for groups of issuers with similar credit and
risk circumstances — or even reference to general long-term
borrowing rates — can furnish effective evidence for an appropriate determination of the investment value of a convertible
security subsequent to its issuance. As in many determinations
made for accounting purposes, estimates of this nature are
often necessary. The necessity of establishing some percentage
or level as the line of demarcation between residual and nonresidual status is common to all methods under consideration —
including the market parity test and various yield tests — and
appears justifiable in the interest of reasonable consistency of
treatment, both for a single issuer and among issuers.
81. The investment value method is somewhat similar to
the cash yield method specified in paragraph 33 of this Opinion. However, the latter method has two apparent weaknesses,
in the view of those who support the investment value method.
In the first place, it does not differentiate between issuers —
that is, it is based on the same borrowing rate for all issuers,
without regard for their credit ratings or other risks inherent in
their activities. Second, it is based on the current bank prime
interest rate, which is essentially a short-term borrowing rate.
The relationship between this rate — assuming that it is constant in all sections of the country at any given time — and the
long-term corporate borrowing rate may fluctuate to such an
extent that the claimed ease of determination may be offset by
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a lack of correlation. The investment value method, based on
the terms of each issue and the status of each issuer, is thus
considered by some to be a more satisfactory method.
82. Market parity method. This method compares a convertible security's market value with its conversion value. In general, if the two values are substantially equivalent and in excess
of redemption price, the convertible security is considered to
be "residual".
83. The market parity method has the advantage, as compared to the investment value method, of using amounts that
usually are readily available or ascertainable, and of avoiding
estimates of investment value. More importantly, in the view
of some, the equivalence of values is clearly an indication of
the equivalence of the securities, while a comparison of relative values of the characteristics of a security is an indication
of its status only if arbitrary rules, such as the "major portion
of value" test, are used. In similar vein, the yield test also requires the establishment of a point at which to determine residuality. On the other hand, a practical application of the
market parity test would also require the establishment of a
percentage relationship at which to determine residual status,
due to the many variables involved and the need for consistent
application. Also, the call or redemption price of a convertible
security has an effect on the point at which market parity is
achieved.
84. Yield methods. There are various other methods of determining the residual nature of a convertible security based on
yield relationships. Each of these is based on a comparison of
the cash yield on the convertible security (based on its market
value) and some predetermined rate of yield (based on other
values, conditions or ratings). The discussion of the various
methods contained in this Opinion comprehends the advantages and disadvantages of these other methods.
Options and Warrants

85. As explained in paragraphs 35-38 of this Opinion, options
and warrants should be regarded as common stock equivalents

260

O p i n i o n s of the A c c o u n t i n g Principles Board

at all times; the "treasury stock method" should be used in most
cases to determine the number of common shares to be considered the equivalent of the options and warrants; and the number of common shares so computed should be included in the
computation of both the "primary" and "fully-diluted" earnings
per share (assuming a dilutive effect). Viewpoints which differ
from those conclusions and support other treatments or other
methods of measurement are summarized below.
86. Exclusion from computation of primary earnings per
share. In this Opinion the Board has for the first time considered options and warrants to be common stock equivalents at
all times and, because of the treasury stock method of computation established, the primary earnings per share will in some
cases be affected by the market price of the stock obtainable
on exercise, rather than solely by the economics of the transaction entered into. Some believe that this produces a circular
effect in that the reporting of earnings per share may then influence the market which, in turn, influences earnings per
share. They believe that earnings, per share should affect the
market and not vice versa. They point out that the classification
of convertible debentures and convertible preferred stocks is
determined at time of issuance only and consequently subsequent fluctuations in the market prices of these securities do
not affect primary earnings per share. Therefore, they believe
that the dual, equally prominent presentation of primary and
fully diluted earnings per share is most informative when the
effect of options and warrants, other than those whose exercise
price is substantially lower than market price at time of issuance, is included only in the fully diluted earnings per share
which would be lower than primary earnings per share and
thus would emphasize the potential dilution.
87. Determination of equivalent common shares. Some believe that the "treasury stock method" described in paragraph
36 of the Opinion is unsatisfactory and that other methods are
preferable. Under one such method the number of equivalent
shares is computed by reference to the relationship between
the market value of the option or warrant and the market value
of the related common stock. In general, it reflects the impact
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of options and warrants on earnings per share whenever the
option or warrant has a market value, and not only when the
market price of the related common stock exceeds the exercise
price (as does the treasury stock method).
88. Measurement of effect of options and warrants. Some
believe that the effect of outstanding options and warrants on
earnings per share should be computed by assuming exercise
as of the beginning of the period and assuming some use of the
funds so attributed to the issuer. The uses which have been
suggested include application of such assumed proceeds to
(a) reduce outstanding short or long term borrowings, (b) invest in government obligations or commercial paper, (c) invest
in operations of the issuer or (d) fulfill other corporate objectives of the issuer. Each of these methods is felt by some to be
the preferable approach. Many who support one of these
methods feel that the "treasury stock method" is improper since
(a) it fails to reflect any dilution unless the market price of the
common stock exceeds the exercise price, (b) it assumes a hypothetical purchase of treasury stock which in many cases —
due to the significant number of common shares involved —
would either not be possible or be possible only at a considerably increased price per share, and (c) it may be considered
to be the attribution of earnings assumed on the funds received
— in which case the earnings rate for each issuer is a function
of the price-earnings ratio of its common stock and is thus
similar in result to an arbitrary assumption of a possibly inappropriate earnings rate.
89. Some believe that no increment in earnings should be
attributed to the funds assumed to be received upon the exercise of options and warrants, particularly if such instruments
are to be reflected in the computation of primary earnings per
share, since the funds were not available to the issuer during
the period.
Computational Methods—Convertible Securities

90. This Opinion concludes (paragraph 51) that the "if
converted" method of computation should be used for primary
earnings per share when convertible securities are considered
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the equivalent of common stock. Some believe that this method
does not properly reflect the actual circumstances existing during the period, and favor, instead, the so-called "two-class"
method of computation. (See paragraphs 54-55.) Under the
latter method, securities considered common stock equivalents
are treated as common shares with a different dividend rate
from that of the regular common shares. The residual security
concept is based on common stock equivalence without the
necessity of actual conversion; therefore, this method properly
recognizes the fact that these securities receive a preferential
distribution before the common stock — and also share in the
potential benefits of the undistributed earnings through their
substantial common stock characteristics in the same way as
do the common shares. These securities are designed to achieve
these two goals. Those who favor this method believe that the
"if converted" method disregards the realities of what occurred
during the period. Thus, in their view, the "if converted"
method is a "pro-forma" method which assumes conversion and
the elimination of preferential distributions to these securities;
as such, it is not suitable for use in the computation of primary
earnings per share data, since the assumed conversions did
not take place and the preferential distributions did take place.
91. Those who favor the "two-class" method point out that
it is considered appropriate in the case of certain participating
and two-class common situations. In their view, the circumstances existing when common stock equivalents are outstanding are similar; therefore, use of this method is appropriate.
Recognition of Common Stock Equivalents
in the Finanical Statements

92. This Opinion concludes (paragraph 39) that the designation of securities as common stock equivalents is solely for
the purpose of determining primary earnings per share; no
changes from present practice are recommended in the presentation of such securities in the financial statements. Some believe, however, that the financial statements should reflect a
treatment of such securities which is consistent with the
method used to determine earnings per share in the financial
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statements. Accordingly, convertible debt considered to be a
common stock equivalent would be classified in the balance
sheet in association with stockholders' equity — either under a
separate caption immediately preceding stockholders' equity,
or in a combined section with a caption such as "Equity of
common stockholders and holders of common stock equivalents". In the statement of income and retained earnings, interest paid on convertible debt considered a common stock
equivalent would be shown as a "distribution to holders of
common stock equivalents", either following the caption of
"net income" in the statement of income or grouped with other
distributions in the statement of retained earnings.
93. Some believe that the inconsistency of the positions
taken on this matter in this Opinion is clearly evident in the
requirement (paragraph 66) that, when a subsidiary has convertible securities which are common stock equivalents, the
portion of the income of the subsidiary to be included in the
consolidated statement of income of the parent and its subsidiaries should be computed disregarding the effect of the
common stock equivalents, but that the computation of the
primary earnings per share of the parent should reflect the
effect of these common stock equivalents in attributing the
income of the subsidiary to its various outstanding securities.
This inconsistent treatment is, in the opinion of some, not only
illogical but misleading.
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APPENDIX C
ILLUSTRATIVE STATEMENTS

The following exhibits illustrate the disclosure of earnings
per share data on the assumption that this Opinion was effective
for all periods covered. The format of the disclosure is illustrative only, and does not necessarily reflect a preference by the
Accounting Principles Board.
Exhibit A. This exhibit illustrates the disclosure of earnings
per share data for a company with a simple capital structure
(see paragraph 14 of this Opinion). The facts assumed for Exhibit A are as follows:
Number of Shares
Common stock outstanding:
Beginning of year
End of year
Issued or acquired during year
Common stock reserved under
employee stock options granted
Weighted average number of shares . . . .

1968

1967

3,300,000
3,300,000
None

3,300,000
3,300,000
None

7,200
3,300,000

7,200
3,300,000

NOTE: Shares issuable under employee stock options are excluded from
the weighted average number of shares on the assumption that
their effect is not dilutive (see paragraph 14 of this Opinion).

EXHIBIT A
EXAMPLE OF DISCLOSURE OF E A R N I N G S PER SHARE
Simple Capital Structure

(Bottom of Income Statement)
Income before extraordinary item
Extraordinary item — gain on sale of
property less applicable income taxes . . .
Net Income
Earnings per common share:
Income before extraordinary item ..
Extraordinary item
Net Income

Thousands
Except per share data
1968
$ 9,150

1967
$7,650

900
$10,050

—
$7,650

$ 2.77
.28
$ 3.05

$ 2.32
—
$ 2.32
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Exhibit B. This exhibit illustrates the disclosure of earnings
per share data for a company with a complex capital structure
(see paragraph 15 of this Opinion). The facts assumed for Exhibit B are as follows:
Market price of common stock. The market price of the common stock was as follows:
Average Price:
First quarter
Second quarter
Third quarter
Fourth quarter
December 31 closing price . . .

1968

1967

1966

50
60
70
70
72

45
52
50
50
51

40
41
40
45
44

Cash dividends. Cash dividends of $0,125 per common share
were declared and paid for each quarter of 1966 and 1967. Cash
dividends of $0.25 per common share were declared and paid
for each quarter of 1968.
Convertible debentures. 4% convertible debentures with a
principal amount of $10,000,000 due 1986 were sold for cash at
a price of 100 in the last quarter of 1966. Each $100 debenture
was convertible into two shares of common stock. No debentures
were converted during 1966 or 1967. The entire issue was converted at the beginning of the third quarter of 1968 because the
issue was called by the company.
These convertible debentures were not common stock equivalents under the terms of this Opinion. The bank prime rate at
the time the debentures were sold in the last quarter of 1966
was 6%. The debentures carried a coupon interest rate of 4 %
and had a market value of $100 at issuance. The cash yield of
4 % was not less than 662/3% of the bank prime rate (see paragraph 33 of this Opinion). Cash yield is the same as the coupon
interest rate in this case only because the market value at issuance was $100.
Convertible preferred stock. 600,000 shares of convertible
preferred stock were issued for assets in a purchase transaction
at the beginning of the second quarter of 1967. The annual dividend on each share of this convertible preferred stock is $0.20.
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Each share is convertible into one share of common stock. This
convertible stock had a market value of $53 at the time of issuance and was therefore a common stock equivalent under the
terms of this Opinion at the time of its issuance because the cash
yield on market value was only 0.4% and the bank prime rate
was 5.5% (see paragraph 33 of this Opinion).
Holders of 500,000 shares of this convertible preferred stock
converted their preferred stock into common stock during 1968
because the cash dividend on the common stock exceeded the
cash dividend on the preferred stock.
Warrants. Warrants to buy 500,000 shares of common stock
at $60 per share for a period of five years were issued along with
the convertible preferred stock mentioned above. No warrants
have been exercised. (Note that the number of shares issuable
upon exercise of the warrants is less than 20% of outstanding
common shares; hence paragraph 38 is not applicable.)
The number of common shares represented by the warrants
(see paragraph 36 of this Opinion) was 71,428 for each of the
third and fourth quarters of 1968 ($60 exercise price X 500,000
warrants = $30,000,000; $30,000,000 ÷ $70 share market price
= 428,572 shares; 500,000 shares — 428,572 shares = 71,428
shares). No shares were deemed to be represented by the warrants for the second quarter of 1968 or for any preceding quarter
(see paragraph 36 of this Opinion) because the market price of
the stock did not exceed the exercise price for substantially all
of three consecutive months until the third quarter of 1968.
Common stock. The number of shares of common stock outstanding were as follows:
1968
1967
Beginning of year
.
Conversion of preferred stock . . .
Conversion of debentures
End of year
.

3,300,000
500,000
200,000
4,000,000

3,300,000
—
—

3,300,000
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Weighted average number of shares. The weighted average
number of shares of common stock and common stock equivalents was determined as follows:
1968
1967
Common stock:
Shares outstanding from
beginning of period .
500,000 shares issued on conversion
of preferred stock; assume issuance
evenly during year
200,000 shares issued on conversion
of convertible debentures at
beginning of third quarter of 1968
Common stock equivalents:
600,000 shares convertible preferred
stock issued at the beginning
of the second quarter of 1967,
excluding 250,000 shares included
under common stock in 1968
Warrants: 71,428 common share
equivalents outstanding for third
and fourth quarters of 1968, i.e.,
one-half year
Weighted average number
of shares

3,300,000

3,300,000

250,000

100,000

-

3,650,000

3,300,000

350,000

450,000

35,714
385,714

450,000

4,035,714

3,750,000
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The weighted average number of shares would be adjusted to
calculate fully diluted earnings per share as follows:
1968

1967

4,035,714

3,750,000

Shares applicable to convertible
debentures converted at the beginning
of the third quarter of 1968,
excluding 100,000 shares included
under common stock for 1968

100,000

200,000

Shares applicable to warrants included
above

(35,714)

Weighted average number of shares

Shares applicable to warrants based
on year-end price of $72 (see
paragraph 42 of this Opinion)

83,333
4,183,333

3,950,000

Income before extraordinary item and net income would be
adjusted for interest expense on the debentures in calculating
fully diluted earnings per share as follows:
Thousands
Before
Adjustment
1967: Net income

Interest,
net of tax
After
effect
Adjustment

$10,300

$208

$10,508

Income before
extraordinary item

12,900

94

12,994

Net income

13,800

94

13,894

1968:

NOTES: ( a ) Taxes in 1967 were 48%; in 1968 they were 52.8%.
( b ) Net income is before dividends on preferred stock.
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EXHIBIT B
EXAMPLE OF DISCLOSURE OF E A R N I N G S PER SHARE
Complex Capital Structure

(Bottom of Income Statement)

Thousands
Except per share data

Income before extraordinary item
Extraordinary item — gain on sale of
property less applicable income taxes ..
Net Income

1968

1967

$12,900

$10,300

900
$13,800

—
$10,300

$ 3.20

$ 2.75

Earnings per common share and
common equivalent share (note x):
Income before extraordinary item..
Extraordinary item
Net Income

.22

—

$ 3.42

$ 2.75

$ 3.11

$ 2.66

Earnings per common share —
assuming full dilution (note x):
Income before extraordinary item. .
Extraordinary item
Net Income

.21
$ 3.32

—
$ 2.66
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EXHIBIT C
EXAMPLE O F NOTE X * TO EXHIBIT B

The $0.20 convertible preferred stock is callable by the company after March 31, 1972 at $53 per share. Each share is convertible into one share of common stock.
During 1968, 700,000 shares of common stock were issued on
conversions: 500,000 shares on conversion of preferred stock and
200,000 on conversion of all the 4 % convertible debentures.
Warrants to acquire 500,000 shares of the company's stock at
$60 per share were outstanding at the end of 1968 and 1967.
These warrants expire March 31, 1972.
Earnings per common share and common equivalent share
were computed by dividing net income by the weighted average
number of shares of common stock and common stock equivalents outstanding during the year. The convertible preferred
stock has been considered to be the equivalent of common stock
from the time of its issuance in 1967. The number of shares issuable on conversion of preferred stock was added to the number
* The following disclosure in the December 31, 1968 balance sheet is assumed
for this note:
1968
1967
Long-term debt:
$10,000,000
4% convertible debentures, due 1986 . . . .
Stockholders' equity (note x):
Convertible voting preferred stock of
$1 par value, $0.20 cumulative
dividend. Authorized 600,000
shares; issued and outstanding
$ 600,000
100,000 shares (600,000 in 1967) . . . $ 100,000
(Liquidation value $22 per share,
aggregating $2,200,000 in 1968
and $13,200,000 in 1967)
Common stock of $1 par value per
share. Authorized 5,000,000 shares;
issued and outstanding 4,000,000
4,000,000
3,300,000
shares (3,300,000 in 1967)
Additional paid-in capital
XXX
XXX
Retained earnings
XXX
XXX
$

XXX

XXX
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of common shares. The number of common shares was also increased by the number of shares issuable on the exercise of warrants when the market price of the common stock exceeds the
exercise price of the warrants. This increase in the number of
common shares was reduced by the number of common shares
which are assumed to have been purchased with the proceeds
from the exercise of the warrants; these purchases were assumed
to have been made at the average price of the common stock
during that part of the year when the market price of the common stock exceeded the exercise price of the warrants.
Earnings per common share and common equivalent share
for 1968 would have been $3.36 for net income and $3.14 for
income before extraordinary item had the 4 % convertible debentures due 1986 been converted on January 1, 1968. (These
debentures were called for redemption as of July 1, 1968 and all
were converted into common shares.)
Earnings per common share—assuming full dilution for 1968
were determined on the assumptions that the convertible debentures were converted and the warrants were exercised on
January 1, 1968. As to the debentures, net earnings were
adjusted for the interest net of its tax effect. As to the warrants,
outstanding shares were increased as described above except
that purchases of common stock are assumed to have been made
at the year-end price of $72.
Earnings per common share—assuming full dilution for 1967
were determined on the assumption that the convertible debentures were converted on January 1, 1967. The outstanding warrants had no effect on the earnings per share data for 1967, as
the exercise price was in excess of the market price of the common stock.
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APPENDIX D
DEFINITIONS OF TERMS

There are a number of terms used in discussion of earnings
per share which have special meanings in that context. When
used in this Opinion they are intended to have the meaning
given in the following definitions. Some of the terms are not
used in the Opinion but are provided as information pertinent
to the subject of earnings per share.
Call price. The amount at which a security may be redeemed
by the issuer at the issuer's option.
Cash yield. The cash received by the holder of a security as a
distribution of accumulated or current earnings or as a contractual payment for return on the amount invested, without
regard to the par or face amount of the security. As used in
this Opinion the term "cash yield" refers to the relationship
or ratio of such cash to be received annually to the market
value of the related security at the specified date. For example,
a security with a coupon rate of 4 % (on par of $100) and a
market value of $80 would have a cash yield of 5%.
Common stock. A stock which is subordinate to all other stocks
of the issuer.
Common stock equivalent. A security which, because of its
terms or the circumstances under which it was issued, is in
substance equivalent to common stock.
Contingent issuance. A possible issuance of shares of common
stock that is dependent upon the exercise of conversion rights,
options or warrants, the satisfaction of certain conditions, or
similar arrangements.
Conversion price. The price that determines the number of
shares of common stock into which a security is convertible.
For example, $100 face value of debt convertible into 5 shares
of common stock would be stated to have a conversion price
of $20.
Conversion rate. The ratio of (a) the number of common
shares issuable upon conversion to (b) a unit of a convertible
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security. For example, a preferred stock may be convertible at
the rate of 3 shares of common stock for each share of preferred stock.
Conversion value. The current market value of the common
shares obtainable upon conversion of a convertible security,
after deducting any cash payment required upon conversion.
Dilution (Dilutive). A reduction in earnings per share resulting
from the assumption that convertible securities have been converted or that options and warrants have been exercised or
other shares have been issued upon the fulfillment of certain
conditions. (See footnote 2.)
Dual presentation. The presentation with equal prominence of
two types of earnings per share amounts on the face of the
income statement — one is primary earnings per share; the
other is fully diluted earnings per share.
Earnings per share. The amount of earnings attributable to
each share of common stock. For convenience, the term is used
in this Opinion to refer to either net income (earnings) per
share or to net loss per share. It should be used without qualifying language only when no potentially dilutive convertible
securities, options, warrants or other agreements providing for
contingent issuances of common stock are outstanding.
Exercise price. The amount that must be paid for a share of
common stock upon exercise of a stock option or warrant.
Fully diluted earnings per share. The amount of current earn-

ings per share reflecting the maximum dilution that would have
resulted from conversions, exercises and other contingent issuances that individually would have decreased earnings per
share and in the aggregate would have had a dilutive effect.
All such issuances are assumed to have taken place at the beginning of the period (or at the time the contingency arose,
if later).
"If converted" method. A method of computing earnings per
share data that assumes conversion of convertible securities as
of the beginning of the earliest period reported (or at time of
issuance, if later).
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Investment value. The price at which it is estimated a convertible security would sell if it were not convertible, based upon
its stipulated preferred dividend or interest rate and its other
senior security characteristics.
Market parity. A market price relationship in which the market
price of a convertible security and its conversion value are approximately equal.
Option. The right to purchase shares of common stock in
accordance with an agreement, upon payment of a specified
amount. As used in this Opinion, options include but are not
limited to options granted to and stock purchase agreements
entered into with employees. Options are considered "securities" in this Opinion.
Primary earnings per share. The amount of earnings attributable to each share of common stock outstanding, including common stock equivalents.
Redemption price. The amount at which a security is required
to be redeemed at maturity or under a sinking fund arrangement.
Security. The evidence of a debt or ownership or related right.
For purposes of this Opinion it includes stock options and warrants, as well as debt and stock.
Senior security. A security having preferential rights and
which is not a common stock or common stock equivalent, for
example, nonconvertible preferred stock.
Supplementary earnings per share. A computation of earnings

per share, other than primary or fully diluted earnings per
share, which gives effect to conversions, etc., which took place
during the period or shortly thereafter as though they had occurred at the beginning of the period (or date of issuance, if
later).
Time of issuance. The time of issuance generally is the date
when agreement as to terms has been reached and announced,
even though such agreement is subject to certain further actions, such as directors' or stockholders' approval.
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Treasury stock method. A method of recognizing the use of

proceeds that would be obtained upon exercise of options and
warrants in computing earnings per share. It assumes that any
proceeds would be used to purchase common stock at current
market prices. (See paragraphs 36-38).
"Two-class" method. A method of computing primary earnings
per share that treats common stock equivalents as though they
were common stocks with different dividend rates from that of
the common stock.
Warrant. A security giving the holder the right to purchase
shares of common stock in accordance with the terms of the
instrument, usually upon payment of a specified amount.
Weighted average number of shares. The number of shares

determined by relating (a) the portion of time within a reporting period that a particular number of shares of a certain
security has been outstanding to (b) the total time in that
period. Thus, for example, if 100 shares of a certain security
were outstanding during the first quarter of a fiscal year and
300 shares were outstanding during the balance of the year,
the weighted average number of outstanding shares would be
250.

